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ABSTRACT 
As Malaysian Banks are stepping into the Basel-III era, a close look at their performance on risk adjusted basis using RAROC 
and EVA would throw significant light on their relative strengths and weaknesses. Following the Asian Financial Crisis, Bank 
Negara Malaysia (BNM) fostered strategies to strengthen and an orderly development of the financial system in the country. 
Under the said initiatives, the banking system in the country underwent restructuring, mergers & consolidation and 
rationalisation during 1998-2000. The regulatory framework of BNM throughout the decade of 2001-10 was mainly centered 
on capitalization, risk management and governance practices in banks. It is now nudging the banks to graduate to the more 
stringent capital and liquidity requirements in the Basel-III era. Though numerous studies have evaluated the performances of 
Malaysian commercial banks in terms of efficiency and productivity gains before and after the merger and also at various 
phases during the last decade, no study has so far been reported  assessing their performances using RAROC and EVA 
framework. Present study, fills up this enormous gap in the literature and report its findings in its evaluation of the performances 
of eight commercial banks during 2001 to 2012 period. The findings of the study would be of keen interest to the policy 
planners, investors and researchers alike. 
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1. INTRODUCTION 
Malaysian banking system has developed significantly since the implementation of a conscious strategy of 
restructuring, mergers, consolidation and rationalisation exercise in the year 2000 to tide over the deleterious effect 
of the Asian Financial crisis. The restructuring was based on the Financial Sector Master Plan 2001-10 of Bank Negara 
Malaysia (BNM). As stated by Zeti(2013), “There has been a tremendous payoffs from the development of our 
financial system, its restructuring, rationalisation, deregulation and subsequent liberalisation”.  Since 2001, the 
financial sector has expanded at an average annual rate of 7.3%, to account for 11.7% of real GDP in 2010 compared 
to 9.7% in 2001. Domestic banks have now accumulated strong capital and loan loss buffers, with improvements in 
underwriting and risk management practices. Risk Weighted Capital Ratio (RWCR), Return on Asset (ROA) and 
Return on Equity (ROE) of the domestic commercial banks went up from 4.2% to 11.7%, 1.1% to 1.6% and 13.7% to 
16.7% respectively between the years 2000 to 2010.  
As the Malaysian marketplace continues to evolve at a rapid pace under the policy of liberalisation, it has become 
imperative for domestic banks to remain efficient not only to withstand the competitive pressure, especially from 
the foreign players, but also to thrive in a changing environment. Given this background, there is a need to develop 
an innovative framework which captures the performance of banks on a risk adjusted basis. Though there are many 
reported studies which evaluated the performance of banks using traditional ratio analysis and the Data Envelopment 
Analysis, there is no published paper literature on the risk adjusted performance measurement of Malaysian banks. 




2. EVALUATION OF BANK PERFORMANCE: THE EVOLVING FRAMEWORK   
Risk management in banks is always an activity of first order importance to efficient operation of banks (Merton1995). 
As risk can trigger losses that can corrode the capital base of banks and ultimately its viability, banks are concerned 
about the potential unexpected losses that are associated with their activities. Regulators are correspondingly 
concerned about the potential impact of bank failures and hence the systemic stability. Economic capital (Zanjani, 
2010), held by banks is not only to act as buffer to maintain its credit worthiness but also to meet the regulatory 
requirements. The evolving performance measure is on risk-adjusted economic profit and economic capital. 
Economic capital is defined as the amount of risk capital held by a bank at a determined confidence level and the 
time horizon (Ong 2012). The economic measures of performance aim to assess the contribution of a bank in 
shareholders’ wealth creation by utilizing its assets. Risk Adjusted Return on Capital (RAROC) and Economic Value 
Added (EVA) are two important planks of this approach.  
RAROC is the reflection of profit as a percentage of economic capital (Kimball 1998). The numerator of the RAROC 
equation is the net income adjusted for expected loss and it is divided by economic capital which is the bank’s best 
estimate of the capital required to absorb unexpected losses up to a chosen level of confidence. Banks can use 
RAROC to expose seemingly profitable but excessively risky business as it identifies business that offers high risk 
adjusted returns despite deceptively low gross returns. RAROC can be derived from the one-factor CAPM as the 
excess return on the market per unit of risk. After computing RAROC, it needs to be compared with a bench-mark 
hurdle rate which is the opportunity cost of taking the risk in the business. The hurdle rate is to be benchmarked to 
the market rate which reflects the shareholders’ expectation of the return from a bank stock on a risk adjusted 
basis. It will vary from bank to bank depending upon the respective stock volatility vis-a-vis the volatility in the market 
index (beta) (Bandopadhayay & Saha 2007).  
The EVA performance measurement is defined as excess of the adjusted earnings over the opportunity cost of the 
capital employed (Dunbar2013, Everts and Harhuis2005, Sharma & Kumar, 2010). Maximisation of ‘earnings’ or 
‘earnings growth’ rather than economic profit will result in a situation where a bank might be profitable in accounting 
sense but unprofitable in economic sense. Banks which aims to maximize economic profit would allocate units of 
equity capital to activities until the marginal contribution capital is equal to its opportunity cost and hence the average 
return on equity will be equal to or more than its opportunity cost.  The concept of Economic profit has become 
increasingly popular in the strategic decision making, pricing, performance evaluation and incentive compensation 
framework of banks.   
 
 
 
 
 
 
 
 
 
 
